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The Role of the
Internal Government
Auditors
Helpful in Achieving the Certificate
of Conformance

By Henry Wichmann, Jr.

The presence of the internal audit
function should improve the internal
control and financial reporting of a
governmental unit. When the internal
audit function is present in a govern
mental unit, the external auditors may
review and place reliance upon the
audit programs, working papers, and
management reports of the internal
auditors. In addition, the external
auditors may use internal auditors to
provide direct assistance in performing
an examination in accordance with
generally accepted auditing standards
(SAS No. 9, paragraph 10). Therefore,
the internal and external auditors
should plan the work to be performed
by the internal auditors in support of
the annual review of financial
statements by external auditors.1
The quality of the financial reporting
function in governmental accounting
should be improved if both the inter
nal and external auditors work together
to achieve a Certificate of Conform
ance in Financial Reporting (C of C)
award for the local or state governmen
tal unit. This prestigious award is held
by only 6 out of 1,000 governmental
units in the United States. For the year
ending 1983, 493 governmental units
held the C of C award, as shown in Ex
hibit 1.
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EXHIBIT I
Certificate of Conformance Program
Current Holders by Type of Unit
for the Year Ended December 31, 1983*
Cities, Towns or Villages
336
Counties
83
States
2
PERS (Public Employee Retirement System) 10
School Districts
28
Special Districts or Authorities
34
493
*Source: Government Finance Officers Association
(GFOA), GAAFR Review, Volume 1, Number 1, April
1984.

Certificate of Conformance
The Certificate of Conformance Pro
gram was started in 1945 by the
Government Finance Officers Associa
tion (GFOA) to emphasize that govern
mental units should prepare and
publish a readable and understand
able Comprehensive Annual Financial
Report (CAFR) covering all funds and
financial transactions during the year
(GFOA, Sept. 1983).
The Certificate of Conformance is
sought by a governmental unit for the
following reasons: First, recognition —
the C of C is the highest form of
recognition in governmental accoun
ting and financial reporting; second, as
a bond marketing aid — reports receiv
ing a C of C provide a detailed vehicle

for assessment of the relative attrac
tiveness of government securities; and
third, education and technical
assistance — the officials submitting
the Comprehensive Annual Financial
Report (CAFR) for review are provid
ed with detailed comments and sug
gestions for improvements in their
financial reporting (Klein and O’Keefe,
1982).
The “Comprehensive Annual Finan
cial Report,” and the “general purpose
financial statements” are best ex
plained by reference to the reporting
pyramid illustrated in Exhibit 2.
Reporting Pyramid. The reporting
“pyramid” was an outcome of the new
GAAP promulgated by Statement 1
(GFOA, 1979 and GFOA, 1980). Ex
hibit 2 shows the reporting pyramid,
which basically is the Comprehensive
Annual Financial Report (CAFR) for a
governmental unit. The reporting
pyramid has been modified by the
author for purposes of this article to
show the more comprehensive nature
of the requirements of the C of C
program.

Comprehensive Annual Financial
Report (CAFR). The CAFR is organ
ized into three sections:
1. Introductory Section — In
cludes a title page, table of
contents, letter of transmittal,
list of officials, organization
chart, and certificate of
conformance.
2. Financial Section — Includes
the auditors’ report, the Com
bined Statements - Overview
(“liftable” statements), Com
bining Statements - By Fund
Type, Individual Fund and Ac
count Group Statements, and
Schedules.
3. Statistical Section — Includes
ten years of detail on finan
cial, economic, demographic,
geographic, physical, and
social information.
General Purpose Financial
Statements (GPFS). GPFS are the
basic financial statements of the
governmental unit required by GAAP,
including combined overview balance
sheets, operating statements, analysis
of changes in fund equity, statement
of changes in financial position (pro
prietary funds), summary of significant
accounting policies, and notes to the
financial statements. The GPFS are
designed to be “liftable” from the
CAFR for the purpose of distribution to

EXHIBIT 2

Certificate of Conformance
Governmental Reporting
Pyramid*

The Introduction includes a title page, a table of contents, letters of transmittal, names of principal officials, and
organization chart, and a Certificate of Conformance in Financial Reporting.
IIA. The General Purpose Financial Statements include combined financial statements (often referred to as “liftable”
financial statements) with appropriate footnotes.
IIB. The Additional Information includes combining and individual fund and account group statements and schedules
deemed useful in supplying details of data summarized in the financial statements.
III. The Statistical Data includes the ten year summaries suggested by GAAFR and required for a Certificate of
Conformance.
*ln order of appearance suggested in NCGA Statement 1.
I.

external users, such as the general
public or securities investors. GPFS
are to be the minimum scope of the an
nual independent audit for a GAAP
opinion. GPFS are also known as
Combined Statements — Overview.
The author proposes that govern
mental units employ internal auditors,
have an audit committee, and that both
should help the external auditors in
preparing for a governmental audit.
The combined efforts of these three
parties should enable more govern
mental units to earn the Certificate of
Conformance.

The Role of The Governmental
Internal Auditor
An analysis of the Comprehensive
Annual Financial Reports (CAFR) of

governmental units holding the Cer
tificate of Conformance (C of C)
disclosed that only 19 percent of the
city governmental units employed an
internal auditor.2 The internal auditors
reported most often to the city council
and finance director. The internal
auditors should report to the city coun
cil, city manager, and mayor on the ef
fectiveness and efficiency of city
operations and internal control. Even
though the internal auditors should be
held accountable to top management,
the finance director should not be in
control of the internal audit staff. The
internal auditors should be indepen
dent of those individuals whose func
tions they audit.
Fifty percent of the counties had in
ternal audit staffs. The county internal

auditors for C of C holders reported to
either district judges or county boards.
The internal auditors should report to
these people as a proper means of in
ternal control.
This study showed that the presence
of the internal audit function may
reduce qualified audit reports. Eightythree percent of the governmental
units having an internal audit staff
showed an unqualified external
auditors’ report. When looking at all C
of C recipients, sixty-two percent had
clean opinions and 24 percent had an
internal audit staff.
Internal Auditing and Size of the
City. Larger governmental units have
internal audit staffs, while smaller
governmental units may operate
without internal auditors. As a city
The Woman CPA, April, 1985/11

grows in size, the feasibility of having
an internal auditing staff improves.
This C of C study revealed that cities
with an average population of 250,000
had the internal audit function present.
A larger city needs an internal audit
staff to represent management in the
internal control of resources and
assets. The internal auditors help
management control the operations for
larger governmental units, while for
smaller governmental units the ad
ministrators may be closer to the
problems.
The objective of the internal auditor
should be to help governmental ad
ministrators achieve the most effective
and efficient management of person
nel, resources, and assets. On the
other hand, the objective of the exter
nal auditor should be to issue an opi
nion on the quality of the client’s finan
cial statements. The external auditor
must also test for legal compliance to
assure management has properly per
formed its stewardship function. Par
ticular attention should be given by the
external auditors to assure manage
ment has performed within the legally
adopted fixed budget.

The Role of the Governmental
Audit Committee
The objectives of the audit commit
tee are (1) to assist the legislative body
of a governmental unit in its respon
sibilities related to accounting policies
and internal control and (2) to maintain
communication by regularly sched
uled meetings.

Audit committees in the private sec
tor of the United States economy have
existed for 40 years. In 1939, the New
York Stock Exchange proposed a
committee of outside directors to
select the external auditors. With the
passage of the Foreign Corrupt Prac
tices Act of 1977, audit committees
and internal auditors became more im
portant to the modern day corporation.
In 1978, the New York Stock Ex
change mandated the establishment of
audit committees for all listed com
panies (Sawyer, 1981 and Williams,
1980).
Audit committees have not played
an important role in the governmental
sector of the U.S. economy. This study
of 217 Certificate of Conformance (C
of C) governmental units indicated only
one county had an audit committee.
The presence of governmental audit
committees appeared limited, accor12/The Woman CPA, April, 1985

The Certificate of
Conformance should reduce
the interest rate required by
bond rating agencies.

CPAs who issue opinions on govern
mental financial statements. Two
documents have brought about this
change; namely, the National Council
on Governmental Accounting (NCGA)
Statement 1 — “Governmental Ac
counting and Financial Reporting Prin
ciples’’ and the AICPA Statement of
Position (SOP) 80-2 — “Accounting
and Financial Reporting by Govern
mental Units.” Statement 1 is current
GAAP in the governmental accounting
field, issued in 1979 and effective on
June 30, 1980, with earlier adoption
encouraged.

ding to this study; however, audit
committees should be helpful to
Statement 1 requires the auditors’
governmental units in:
opinion to cover only the Combined
1. Selecting the external auditor.
Statements — Overview, often called
2. Communicating between the “liftable” General Purpose Financial
management, internal auditors, Statements (GPFS). The audit opinion
and external auditors.
must extend limited “additional, in rela
3. Helping the executive and tion to” coverage to the combining and
legislative bodies understand individual fund statements. In other
financial issues.
words, Statement 1 reduced the
4. Reviewing internal controls to amount of detail in the financial
protect resources and assets statements of governmental units upon
against fraud and embezzle which the external auditors’ had
ment.
previously reported. Consequently, the
5. Obtaining a Certificate of Confor management of a governmental unit
mance in Financial Reporting (C will decide what statements and data
of C) by overseeing the internal the scope of the independent external
control and financial reporting auditors’ opinion will cover. For in
functions.
stance, management can ask the CPA
to take the same degree of respon
sibility for individual fund statements
The Role of the External
as old GAAP required before State
Auditors
External auditors are paid a fee for ment 1 was issued (AICPA, 1980 and
an independent audit of the govern GFOA, 1981). The internal auditor may
mental unit, while the internal auditors be helpful to the CPA in auditing the
are employees of the audited govern individual fund financial statements.
The External Auditors’ Report.
ment. The internal auditors serve
management by independent ap The audit report is an expression of the
praisals of internal controls during external auditors’ opinion on the quali
operations, while independent external ty of the financial reporting by a
auditors may be either contracted governmental unit. The external
public accountants or appointed auditors apply generally accepted
auditors from another governmental auditing standards (GAAS) and pro
unit. The internal and external audit cedures to a governmental units’ finan
functions should complement each cial statements prepared according to
other. The internal audit staff is part of generally accepted accounting prin
the internal controls reviewed by the ciples (GAAP).
Bond rating agencies and invest
external auditors each year. If the in
ternal auditors perform their tasks well ment bankers require annual financial
during the year, then the detail work reports to judge the quality and risk of
of the external auditors may be lessen a bond issue by the governmental unit.
ed during the annual year end review. Reservations found in the external
A governmental unit must have an auditors’ report most likely would
independent audit by external auditors greatly affect the bond rating. A lower
in order to receive the Certificate of bond rating results in higher interest
Conformance award under the rates for a governmental unit.
Government Finance Officers Associa
The management, internal auditors,
tion program. Accounting reporting re audit committee, and external auditors
quirements have recently changed for of a governmental unit should be

familiar with the reporting pyramid,
audit report and auditors’ responsibil
ity.
Exhibit 2 shows the reporting
pyramid for the C of C governmental
units. The audit report should address
both the financial section and
statistical section of the CAFR. The in
troductory section of the CAFR should
not be covered by the audit report
because the chief executives and
finance director’s letters of transmittal
have both factual and subjective
information.
Three levels of audit responsibility
exist for the CPA auditing the govern
mental accounting financial reporting
pyramid (AICPA, 1980).
First, if the scope of the audit is just
for a GAAP opinion on combined
general purpose financial statements
(GPFS) and only the combined
statements are presented, then an
opinion should be rendered only on
the GPFS. This first level of respon
sibility would not satisfy Certificate of
Conformance (C of C) requirements.
See Appendix A of AICPA SOP 80-2
for an example audit report.
Second, if the audit is for the com
bined general purpose financial
statements (GPFS) and combining,
individual fund, and account group
financial statements are presented,
the audit report must state whether
or not the additional information is
fairly stated ‘‘in relation to” the GPFS.
This second situation would satisfy C
of C requirements. See Appendix B
of AICPA SOP 80-2 for an example
audit report.
Third, if the audit engagement is for
both the combined statements
(GPFS) and additional information
(combining, individual fund, and ac
count group statements, plus sup
plementary schedules), the opinion
should include both presentations.
This would also meet C of C re
quirements. See Appendix C of AIC
PA SOP 80-2 for an example audit
report.

Conclusions and
Recommendations
A conclusion of this study is that in
ternal auditors were not playing a
major role in the operations of govern
mental units. Since only 24 percent of
the C of C governmental units studied
had an internal audit staff, possibly
even a smaller percentage of non
certificate holders would perform the
internal audit function. Internal
auditors may aid the external auditor

in the annual review of the financial
records by providing management
reports, working papers, and other in
formation. SAS No. 9 indicates the in
ternal audit staff may aid the external
auditor (AICPA, 1979).
Second, the audit committee played
a nonexistent role in the operations of
United States governmental units. On
ly one county had an audit committee
in the C of C study. However, the audit
committee may play a major role in the
future for governmental units,
especially considering its popularity in
the private sector for large
corporations.
And third, the external auditors
played the role of giving an indepen
dent opinion on GAAP-prepared finan
cial statements and financial-related
legal compliance of the governmental
unit. An independent external audit
was (and still is) required for the
GFOA’s prestigious Certificate of Con
formance award. These CPAs review
ing C of C recipients must test the
internal control function of which the
internal auditors should be an impor
tant element.

If the presence of the internal audit
function in a governmental unit im
proves internal control and financial
reporting, then more municipalities
and other local units should employ in
ternal auditors. Forty-three (83 per
cent) of the C of C governmental units
having unqualified (no reservations)
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audit reports also had the internal audit
function present. Even though the ex
ternal auditors may not substitute the
work of the internal auditors for their
own examination, the external auditors
should plan their governmental audits
by anticipating the assistance of the
the internal audit staff. Managers of
governmental units should encourage
their internal auditors to work with the
external auditors to reduce the cost of
the audit by saving time, to improve the
internal control by better communica
tion, and to improve the accounting
system by the joint efforts of the
governmental auditors. Ω

NOTES
1The Municipal Finance Officers Association
(MFOA) changed its name in early 1984 to
Government Finance Officers Association
(GFOA).
2Annual reports were obtained from 217 out
of a representative sample of 239 C of C holders,
representing a 91 percent response rate.
Organizational charts were also obtained from
these same C of C award recipients.
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